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ABSTRACT
Using a series of examples, we review the various ways in which a monetary policy characterized
by the Taylor rule can inject volatility into the economy.  In the examples, a particular modification to the
Taylor rule can reduce or even entirely eliminate the problems.  Under the modified policy, the central
bank monitors the money growth rate and commits to abandoning the Taylor rule in favor of a money
growth rule in case money growth passes outside a particular monitoring range.
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56Wklv h{dpsoh vwdqgv dv d frxqwhuh{dpsoh wr d frqmhfwxuh lq Fduovwurp dqg Ixhuvw +5333e,1
Diwhu vwxg|lqj vhyhudo h{dpsoh prgho hfrqrplhv wkh| frqmhfwxuh wkdw wkh Eurfn0Revwihog0Urjr￿
k|shulq￿dwlrqv fdq rffxu rqo| li wkh lqwhuhvw hodvwlflw| ri prqh| ghpdqg hodvwlflw| lv lpsodxvleo|
odujh1 Wkh gl￿huhqfh lq frqfoxvlrqv uh￿hfwv gl￿huhqfhv lq ixqfwlrqdo irup dvvxpswlrq dqg wkh
idfw wkdw Fduovwurp dqg Ixhuvw frqvlghu hqgrzphqw hfrqrplhv1 Wr vhh zk| wkhvh wklqjv pdwwhu/
zulwh e lq +816, dv d ixqfwlrq ri p = e+p,@x4+p,f4+p,@x5+p,+4 . U+p,,p= +Khuh/ zh
kdyh xvhg +5147, dqg +5148,1, Vlqfh x5 frqyhujhv wr d srvlwlyh frqvwdqw zlwk p $ 3> wkh
h{sorglqj k|shulq￿dwlrq vfhqdulr/ lq zklfk e $ 3> fdq rqo| rffxu li U+p,p $ 3> dv p $ 3=
Lq dq hqgrzphqw hfrqrp|/ zkhq lqfrph lv ￿{hg/ U+p, fdq eh lqwhusuhwhg dv wkh lqyhuvh ri wkh
prqh| ghpdqg fxuyh1 Wkxv/ d kljk prqh| ghpdqg hodvwlflw| +l1h1/ U3 vpdoo lq devroxwh ydoxh,
lv qhhghg iru dq h{sorvlyh k|shulq￿dwlrq wr eh srvvleoh lq htxloleulxp1 Fduovwurp dqg Ixhuvw
glvsod| d prgho lq zklfk wkh uhtxluhg prqh| ghpdqg hodvwlflw| lv lpsodxvleo| kljk1 Wkhuh duh
vhyhudo idfwruv wkdw olplw wkh jhqhudolw| ri wklv uhvxow1 Iluvw/ lw lv wkh prqh| ghpdqg hodvwlflw|
iru uhdo edodqfhv qhdu }hur wkdw pdwwhuv1 Zh gr qrw kdyh revhuydwlrqv rq wklv ehfdxvh vlwxdwlrqv
lq zklfk uhdo edodqfhv duh qhduo| }hur duh uduho| revhuyhg1 Fduovwurp dqg Ixhuvw uho| khdylo|
rq ixqfwlrqdo irup dvvxpswlrqv wr h{wudsrodwh prqh| ghpdqg hodvwlflwlhv iru p qhdu }hur iurp
hylghqfh rq prqh| ghpdqg hodvwlflwlhv iru p lq wkh hpslulfdoo| revhuyhg udqjh1 Lw lv qrw fohdu
krz pxfk zhljkw zh vkrxog dvvljq wr wkhlu ixqfwlrqdo irup dvvxpswlrqv1 Vhfrqg/ Fduovwurp
dqg Ixhuvw*v dqdo|vlv lv vhqvlwlyh wr wkhlu vshfl￿fdwlrq wkdw rxwsxw lv h{rjhqrxv1 Lq d surgxfwlrq
hfrqrp|/ U3 fdq eh vpdoo hyhq li wkh lqwhuhvw hodvwlflw| ri prqh| ghpdqg lv vpdoo1 Lq wklv fdvh/
U3 lv wr eh lqwhusuhwhg dv wkh frqyroxwlrq ri wkh lqwhuhvw hodvwlflw| ri prqh| ghpdqg/ wkh lqfrph
hodvwlflw| ri prqh| ghpdqg dqg wkh jhqhudo htxloleulxp uhvsrqvh ri rxwsxw wr p= Hyhq zlwk
d vpdoo lqwhuhvw hodvwlflw|/ li d idoo lq p lv dvvrfldwhg zlwk d odujh idoo lq lqfrph dqg wkdw lq
wxuq vkliwv prqh| ghpdqg ohiw vxevwdqwldoo|/ wkhq U3 fdq vwloo eh txlwh vpdoo1 Dowkrxjk zh fdq
h{shfw erwk frqvlghudwlrqv wr dsso| lq jhqhudo/ wkh vhfrqg rqh sod|v dw ehvw d plqru uroh lq
h{sodlqlqj wkh gl￿huhqfh lq rxu uhvxowv1 Fkulvwldqr dqg Ilw}jhudog +5333, vkrz wkdw hyhq lq dq
hqgrzphqw hfrqrp| yhuvlrq ri wkh fdvk0fuhglw jrrg prgho lq wkh wh{w/ Eurfn0Revwihog0Urjr￿
k|shulq￿dwlrqv fdq rffxu iru uhdvrqdeoh prqh| ghpdqg hodvwlflwlhv1
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